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SUMMARY 


The German economy gave scant indication of strength during the 
first quarter of 1978 despite the fiscal stimulus applied at 
the end of 1977. Industrial production was down by 1.8 percent 
in the first quarter from the fourth quarter and was even 
Slightly lower than the corresponding quarter of 1977. As 


industrial production accounts for almost half of gross 
national product, the total output of the economy could not have 
registered much if any expansion during early 1978. 


Unusually harsh weather conditions, strikes in the metal 
industry and disturbances arising out of exchange rate 
fluctuations and the wage negotiations undoubtedly affected 
industrial output adversely during the first quarter. After 
allowing for all of these unfavorable and presumably temporary 
factors, the fact remains that the economy is currently falling 
short of the government's 3.5 percent growth target for the year. 
The government spokesmen have said that an examination of the 
Overall economic situation would be made in mid-1978. As of 

the date of this report, economic policy makers were still taking 
the position that the economic indicators were as yet unclear 
about the need for additional stimulus. The prevailing 
sentiment among private economists, businessmen, bankers, and 
other economic observers is that the German economy is running 
well behind expectations. 


German exports to the U.S. rose by 37 percent in dollar terms 
during 1977. The slow pace of German economic expansion held 
down import growth from the U.S. to only five percent. The 
substantial real appreciation of the mark vis-a-vis the dollar 
over the past year and an expected convergence of growth rates 
should strengthen the competitiveness of the U.S. goods and 
services in bilateral and in third country markets during 1978. 
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KEY ECONOMIC INDICATORS: GERMANY EXCHANGE RATE AS OF MAY 10, 1978 
U.S. $1.00 = DM 2.20919 


1/ 


1977 1978 76/75 77/76 78/77°/ 


INCOME, PRODUCTION, EMPLOYMENT 
GNP at current prices (DM billion) 
Private Consumption 
Government Consumption 
Fixed Investment 
GNP at 1970 prices (DM billion) 
GNP Price Deflator 
Per capita GNP, current prices (DM) 
Disposable Income (DM billion) 

Savings as % disposable income 
Employment = 000s) , wage and salary 
earners, — 

canteen te Rate 
Productivity Gain 4/ 
Indices: 
New Industrial Orders, Value (1970 - 100)3/78 156.1 
Industrial Production (1970 = 100) 3/78 £139 
Retail Sales, Value (1970 = 100) 2/78 170.6 
Industrial Wages per employee (1970 = 100) 187.9 
Cost of Living (1970 = 100) 3/78 146.3 
Industrial Prices (1970 = 100) 3/78 144.4 
MONEY 
Money Supply (M); DM billion)* 3/78 208.1 
Domestic Credit Outstanding (DM billion)*3/78 1,076.3 
Federal Debt Outstanding, Domestic 
(DM billion)* 12/77 138. 
Annual Federal Debt Service (DM billion) 9. 
External Debt (DM billion)* 12/77 0. 
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Interest Rate, Central Bank* 5/78 

Interest Rate, Comm'l bank med.-term* 3/78 

BALANCE OF PAYMENTS AND TRADE 

Gold and Foreign Exchange Reserves (DM bil) 3/78 88.2 
Balance of Payments (Basic Balance, DM bil) 3/78 -2.9 
Balance of Trade (DM billion) 1/78 38.4 


8 7.4 
6 
9 
Exports, FOB (DM billion) 1/78 273.5 Ae: 
4 
4 
4 


U.S. share (DM billion) 1/78 18.2 
Imports, CIF (DM billion) 1/78 235.1 3 
U.S. share (DM billion) 1/78 17.0 . -3.0 
Main Exports to U.S. in 1977; $ mill.: Motor Vehicles 2,975; Machinery 1,445; Chemicals 
971; Electrical Equipment 382; Optical and Precision Mechanical Products 263. 
Main Imports from U.S. in 1977; $ mill.: Machinery 1,053; Chemicals 1,006; Edible Fats 


and Oils 844; Electrical i t 749; Grains 500; Aircraft 411. 

T/ Cumulative through latest date shown, except for items marked *. 2/ 1978 through latest 
date shown over the same period in 1977, except for items marked *. 3/ As percent of labor 
force. 4/ Increase in real domestic product per worker. NOTE: Items marked * are as of 
year end 1976 and 1977, and as of latest month shown for 1978. 1978 percentage changes 
indicate changes of latest date shown over comparable date in 1977. 
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PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Expansion Weak 


The German economy has had only one moderately strong growth 
quarter to its credit since the first quarter of 1977. A two 
percent spurt in industrial production in the last quarter of 
1977 boosted overall economic growth in that quarter by 1.5 
percent over the third quarter and allowed the year to close 
out on a relatively optimistic note. Growth for the year was 
nonetheless a disappointing 2.4 percent, less than half of the 
government's projected rate of five percent. 


In retrospect, it is clear that growth projections were posited 
on rather unrealistic assumptions. Export volume in 1977 rose 
by only about half of the 8-10 percent rate which had been 
projected. This estimate had in turn been based on a vigorous 
rate of world trade growth which did not materialize and a 
continuing expansion of Germany's share in export markets. 
Moreover, the public sector's contribution and private invest- 
ment fell well short of expectations. Also contributing to the 
economic slowdown was the fiscal drag arising out of unexpectedly 
high tax receipts. 


The humdrum pace of the economy permitted no reductions in the, 
by German standards, unusually high unemployment rate which 

has been fluctuating about the 4.5 percent rate level since 1976. 
In fact, only because of a stagnant working age population and 
of some decrease in the participation rate has it been possible 
to keep unemployment from rising. 


The fairly impressive economic upswing at the end of 1977 
generated considerable optimism that the economy was moving 
into a phase of self-sustaining growth. Tangible albeit modest 
fiscal stimulus was expected to provide additional lift to an 
economy on its way up. Federal government expenditures were 
programmed to rise by over ten percent in 1978; personal income 
taxes had been reduced and business depreciation write-offs 
liberalized to boost consumer and investor demands. The 
scheduled two percent increase in the value added tax as of 
January 1 was halved. 


Another indicator of better times ahead was the very strong 
rise in industrial orders during the period July-December 1977. 
To some extent the strength of this indicator was misleading 
as it included large military orders which should have been 
discounted in order to obtain a more accurate reading. The 
strength of export orders may also have been artificially 





inflated by an expected further appreciation of the mark. These 
confidence-boosting factors were, to be sure, offset to some 
extent by anxieties about the impact of the real appreciation 
of the mark on future exports, by rather colorless prospects 
for world trade, and by apprehensions about the then-upcoming 
wage negotiations. 


Wage Settlements Exceed Forecast 


The Council of Economic Experts had based its November forecast 
of 3.5 percent overall growth for 1978 in part on an expected 
rise of 5.5 percent in hourly labor costs. (Indeed the Council 
had recommended more modest wage settlements as necessary 

for any expansion of employment in 1978.) Negotiations involving 
the largest wage contracts have now been concluded. Although 
wage increases appear on the average to be somewhat lower than in 
1977, the average increase will probably be slightly in excess 
of six percent. This does not of course include increases in 
wage costs to employers arising out of job security guarantees 
against technological unemployment. 


The very rapid pace of technological innovation in certain 
branches of German industry has given rise to an increasing 
concern about labor displacement. The slow rate of capital- 
Widening (job creation) type investments in recent years has 
aggrevated these fears. Job security was, then, an important 
issue in this year's bargaining in several industries. 
Surprisingly, and despite all the publicity given to the issue 
by labor leadership, management appears not to have conceded 
very much, with the notable exception of the printing industry. 
The reason may be the unions' still as yet greater concern for 
rapidly rising wages, which can only come about through 
productivity increases, than for the possibility of more 
unemployment. 


Wage negotiations in 1978 were both rather more protracted and 
more contentious than in other recent years. Some observers 
have attributed the asperity which has crept into labor/ 
management relations to management's mid-1977 challenge to the 
constitutionality of Mitbestimmung (codetermination) -- labor's 
participation in the employer's formulation of business policy. 
As a result of this challenge (still being adjudicated), labor 
in retaliation withdrew from the Concerted Action Program (a 
council of business, labor, central bank, government and 
independent economic spokesmen which in biannual meetings 

seeks to attain a consensus on macroeconomic issues). Proposals 
have been put forward for a smaller scale and less formal method 
for reaching consensus. Nothing, however, is likely to be 
decided until the constitutionality of the codetermination law 
is determined. 





German management/labor relations remain relatively good despite 
recent friction and rancor vented in public by both sides. In 
recent years labor's share of output had increased steadily. 

So long as output was expanding rapidly and profits stayed 
relatively high, relative as well as absolute gains for labor 
could be accommodated without excessive friction. With slower 
growth in prospect, distributive shares have become a more impor- 
tant issue. However, there is a tradition of cooperation and 
moderate dealings which should ease the way toward institutional 
arrangements which will maintain labor/management harmony. 


Inflation Rate Continues to Fall 


The discomfiture which German policy makers and much of the 

German public feel about the torpid pace of economic expansion 

has been offset to some extent by steady progress against 
inflation. The consumer price index rose by only 3.9 percent 

in 1977, among industrialized countries second best to Switzerland. 
Prospects are bright for still more price moderation in 1978, 
perhaps to only barely more than three percent for the year. 


Price moderation has come about despite a vigorous rate of 
monetary expansion (still somewhat higher in 1977 than in 
immediately preceding years) which has meant a steady fall in 
the income velocity of money circulation. Aiding prudent 
demand management policies in the battle against inflation have 
been improvements in the terms of trade and the pressure on 
domestic prices exerted by (in mark terms) cheaper imports. 


Pressure on Profits Lifts Only Slightly 


Mark appreciation, wage increases in excess of productivity 
gains, and excess capacity have exerted downward pressure on 
profits for sometime. Strong growth, moderate wage settlements, 
and more favorable tax treatment of capital had allowed profit 
margins to expand toward the historical average in 1976. In 
1977, real profits of business fell and gains in 1978 may be 
only modest. 


Businessmen and economic conservatives blame low rates of 
profitability for the sluggish pace of investment. In 1977 
investment in equipment was at about the same level as six 
years earlier and investment in construction was significantly 
lower. 





An alternative explanation offered by labor and Keynesian 
economists is insufficent final demand. Capacity utilization 
rates being well below normal or historical levels, there is 
correspondingly less need for new investment -- except for 
such fast growing industries as autos which have been setting 
new sales records. Profits have been high where spare capacity 
has been scarce. 


The question of whether, under present circumstances, a higher 
rate of profitability would induce a higher volume of investment 
cannot be verified empirically. The absence of any consensus 

on this politically delicate issue also constrains the flexibility 
of policy makers for stimulating stagnant private investment. 


Balance of Payments Still Strong 


Germany's 1977 trade surplus at DM 38.4 billion and current 
account surplus at DM 8.7 billion were at about the same level 

as in the previous year. Both may have been swelled in late 

1977 as foreign importers attempted to preempt a further apprecia- 
tion of the mark. Most forecasts see a stronger growth in imports 
of goods and services in 1978 as foreign goods have been made 
cheaper by a real appreciation of the mark. It should have some 
braking effect on export expansion although demand for German 
goods has in the past been relatively inelastic to price changes. 
Because of improved terms of trade, the current account balance 

is unlikely to decrease even should imports expand much more 
rapidly than exports. 


Short-Term Outlook for the Economy 


As noted in the foregoing, the fourth quarter upswing of the 
economy did not carry over into the first quarter of the new 
year. Exchange rate uncertainties probably had a depressing 
effect on domestic orders; unusually bad weather in February 
slowed construction; foreign expectations of a further 
appreciation of the mark may have anticipated output which 
otherwise might have taken place subsequently. Strikes in 
the metal industry had some impact on March industrial 
production although the bulk of the strikes was felt in April. 


There are several factors which should tend to buoy investor 
confidence and to increase production directly in the months 
ahead. Exchange rates have been noticeably more stable since 
the March 13 joint U.S./German statement announcing measures 
to counter disorderly conditions in exchange markets. A 





convergence of growth rates should also tend to reduce international 
market uncertainties. The French election is now history. On the 
other hand, foreign demand for German goods is unlikely to accel- 
erate in 1978. 


Domestic circumstances should also be more favorable to growth. 
Income tax cuts at the end of 1977 should promote a higher level 
of consumption and business investment spending. Federal 
government outlays are programmed to expand by about DM 18 
billion and state and local governments are expected to raise 
their expenditures by a similar proportion. Interest rates 
have reached approximately their lowest rates since World War II; 
this is having a positive effect on construction and should provide 
an incentive to any contemplated long-term investment. The one 
percentage point rise in the value added tax and measures under- 
taken to reduce the deficit in the social security system will 
have some counterbalancing impact. 


Most economic forecasters see real output, in the absence of any 
change in the economic environment, expanding by only 2-3 percent 
in 1978. The April forecast of the Economic Institutes placed 
the overall output rise for the year at 2.5 percent, a one-half 
percentage point decrease from its last six monthly forecast. 
This downward revision was brought about by more pessimistic 
assumptions about German exports. 


The Long-Term Outlook 


The underlying strengths of the German economy are too well known 
to need repeating here. As observers of the German economic 
scene realize keenly, German economic expansion has been closely 
attuned with the development of export opportunities -- more 
generally with the expansion of world trade, more specifically 
with the consolidation of the European Economic Community. 


It is debatable whether future German economic growth can be 
export-led to the same degree as in the past. Trade with Third 
World and Socialist countries should expand rapidly although 
investment constraints may hold down the rate of trade growth 
with those countries. Expansion and further consolidation of 
the European Community will help but are not likely to maintain 
the brisk pace of the past. 


Many observers feel that if Germany is to have rapid economic 

growth, the home market will have to be the dynamic element. 
Psychology, perhaps some degree of goods satiation, and institutional 
factors, however, stand in the way of home-led growth. Personal 
savings ratios appear to be chronically high; there are parliamentary 





and electoral barriers to expanding the public debt; many fear 
more rapid growth would be at the expense of the environment. 
There is, hence, a strong disposition to gear the German economy 
to new international economic trends rather than to assert a 
more independent course. At the same time, however, Germany's 
work force (though not its population) will grow rapidly in the 
years between 1979 and 1985 and jobs will have to be found. 
Labor seems more and More inclined toward distributing existing 
jobs among a larger work force(shorter working hours) ; business 
would prefer the creation of new jobs through new investments 
induced by a higher rate of return; other observers prefer to 
raise public employment. A new consensus on economic policies 
for changing economic circumstances appears as yet still distant. 


Trade Outlook 


Germany's imports are expected to expand by about six percent in 
1978, a rather higher rate than in 1977. U.S. exporters should 

be better positioned for sales in the German market as a result 

of exchange rate movements. Through May 9 the mark had appreciated 
against the dollar by more than 20 percent from the average rate 
for 1976. The competitive edge of U.S. goods and services 

should also be keener in third markets in which Germany has a 
Significant share of the market. 


Private Direct Investment Flow Favors U.S. 


In 1977 Germany's investments in the U.S. outpaced U.S. investments 
in Germany for the third year in a row. During 1977 German 
investments totaled DM 1,339 million while U.S. flows to Germany 
summed to DM 1,156 million. Because the balance in earlier 

years was heavily in the direction of Germany, the overall U.S. 
investment position remains much larger. 


Mark appreciation against the dollar has certainly influenced 
the pace of German investment in the U.S. albeit to an unknown 
extent. Perhaps equally important has been the shift in wage 
costs. For some time German labor has been more expensive than 
its American counterpart. Other German investments are being 
made in order to maintain market shares. The trend toward an 
even larger German investment stake in the U.S. seems likely to 
continue. 


A Big Market with Big Potential 


Germany, which after the United States, is the world's second 
largest import market for finished manufactured goods, imported 
in 1977 manufactured goods valued $51.3 billion. The U.S. sales 





of finished manufactures in the German market amounted to 

$ 4.0 billion, an increase of 15 percent over 1976. This increase, 
however, was not sufficient to maintain the U.S. market share, 

which declined slightly from 8.1 percent in 1976 to 7.9 percent 

in 1977. The United States was the fifth largest supplier of this 
product category after France ($ 8.4 billion), Italy ($ 6.9 billion), 
Belgium-Luxembourg ($6.0 billion) and the Netherlands ($ 4.9 billion). 


The largest commodity group of finished manufactures was machinery, 
which at $ 1,053 million, exceeded 1976 levels by 16 percent. How- 
ever, as German imports from other countries expanded faster, the 
U.S. share of the German import market declined slightly from 16.8 
percent in 1976 to 16.6 percent in 1977. U.S. sales of office 
machines expanded by 13 percent to $ 442 million, thus accounting 
for 42 percent of all U.S. machinery sales. While the 28.8 percent 
U.S. market share for office machines was still remarkable, it 

was Slightly less than in 1976 when it stood at 29.5 percent. 
Increases in dollar values and U.S. market shares were registered 
for paper and printing machinery, power engines, pumps and com- 
pressors, leather and textile machinery and agricultural machinery. 


With $ 847 million, chemicals were again the second largest commodity 
group in U.S. exports of finished manufactures. Pharmaceuticals 
recorded the best performance, increasing by 29 percent to $ 90 
million. This resulted also in an improved U.S. market share, which 
came to 9.6 percent compared with 9.2 percent in 1976. The other 
major commodity groups of that product category -- photochemicals, 
plastics and dyes -—- although registering increases in dollar values, 
could not maintain their market shares. On balance, the U.S. share 
of the German chemicals import market declined from 12.2 percent in 
1976 to 11.2 percent in 1977. 


Electrical equipment, the next largest commodity group, exceeded 
1976 levels by 16 percent and reached $ 749 million. The U.S. 
market share was 12.4 percent, compared with 13.1 percent in 1976. 
Despite an increase in U.S. sales of aircraft by 13 percent to 

$ 411 million, the U.S. market share declined further, from 34.2 
percent in 1976 to 30.0 percent in 1977. The major reason for this 
development was the sharp increase of German imports from France, 
which jumped by 50 percent to $ 680 million. 


Reflecting the U.S. technological lead, U.S. sales of optical and 
precision instruments were relatively buoyant, expanding by 

18 percent to $ 206 million. This resulted in a larger U.S. market 
share, which improved from 16.4 percent in 1976 to 16.7 percent 

in 1977. 





The sharp increase in U.S. sales of automobiles suggests that 

the depreciation of the dollar has put U.S. automobiles in a 
favorable competitive position. At $ 137 million, German imports 
of automobiles from the United States more than doubled in a year, 
and the U.S. market share improved from 1.5 percent to 2.5 percent 
in 1977. 


Among other commodity groups representing predominantly consumer 
goods, good U.S. sales were reported for cutlery, tools and ironware, 
which advanced by 22 percent to $ 74 million. The U.S. market share 
also improved, from 4.0 percent in 1976 to 4.2 percent in 1977. 

U.S. sales of glass, ceramics and china, at $ 48 million, and non- 
ferrous metal products, at $ 103 million, advanced by 19 and 18 
percent, respectively, but their market shares were slightly less. 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscription, $37.50. Foreign mailing, $9.40 
additional. Single copies, 50 cents, available from Publications Sales Branch, Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 








~ 


